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Net Operating Loss Deduction
B Y CHARLES N . WHITEHEAD
P A R T N E R , S A N FRANCISCO

OFFICE

Presented at the Tulane Tax Institute,
Pensacola, Florida — November, 1955

It has been said many times that determination of income tax is
based upon an annual accounting period. This concept is fundamental
to the administration of our income tax law, but it contains inherent inequities resulting from fluctuating incomes. The position of a taxpayer
with a steady average income is far preferable to that of a taxpayer with
alternating profits and losses. Under a strict annual tax year the taxpayer with fluctuating incomes pays greatly in excess of a taxpayer receiving consistent income even though the aggregate net income over a
given period may be the same.
LEGISLATIVE HISTORY AND PHILOSOPHY
(1)

Early in the game, as early as 1918,
it was recognized that
some relief had to be provided for taxpayers receiving fluctuating income and the concept of net operating loss was introduced into the Act.
With varying characteristics net operating losses remained in the Act
until 1933 when a period of depression forced its abandonment. They
were reinstated in 1939, and in 1942 the concept of a carry-back in
addition to a carry-forward was introduced into the Code.
The rules and periods of carry-overs have changed, but the intent
has been to provide a method of averaging income over varying periods.
In actual operation the net operating loss carry-over and carry-back
does not achieve a complete average because of progressive rates and
exemptions, but many business lives have been saved by the application
of these provisions which made it possible to recover taxes which under
the concept of annual accounting would have been lost to the taxpayer
forever.
(2)

(3)

CHANGES MADE BY THE 1954 CODE
The 1954 Code

(4)

made a number of extremely important changes

1

Sec. 204(b), Revenue Act of 1918.
1939 IRC Sec. 122.
1939 IRC Sec. 122(b)(1).
All section references, unless specifically indicated otherwise, are to the Internal Revenue
Code of 1954.
2
3

4
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in the net operating loss provisions. Under the 1939 Code taxpayers
were entitled to a carry-back of one year and a carry-forward of five
years. The 1954 Code increased the carry-back to two years and
left the five year carry-over period unchanged.
Perhaps the most important change was the abandonment of the
concept of economic loss which required adjustments to the loss for
such items as tax-exempt interest and percentage depletion. Additionally
the 1954 Code liberalized the deduction when carried back to prior
years. The details of the changes will be covered in subsequent paragraphs.
As stated above, the new Code provides for a two year carry-back
and a five year carry-forward, thus increasing the averaging period by
one year. The two year carry-back, however, applies only to income
tax and does not affect excess profits tax.
For example, a corporation with a net operating loss in 1954 can carry that loss back to 1952
for income tax purposes, but can carry it back to 1953 only for excess
profits tax purposes. Provision was made in the new Code for a percentage allocation of a 1954 operating loss in connection with fiscal year
taxpayers under which the two year carry-back for income tax was permitted for the portion of the fiscal year ending in 1954.
Under the 1939 Code it was necessary to adjust in the carry-back
year items such as contributions and medical expenses which are dependent upon adjusted gross or net income. It is clear that it is not
but there is some question regarding the adjustment of the medical expense deduction. It was understood by many tax practitioners that the
intention of the new Code was to require no adjustment for medical expense. However, there is no specific statutory authority for this position, so it appears that the sounder view is that the law remains unchanged.
(5)

(6)

(7)

(8)

(10)

COMPUTATION UNDER THE 1939 AND 1954 CODE
Under the 1939 Code a net operating loss was computed by reducing the excess of statutory deductions over gross income by items
5

IRC Sec. 172(b)(1)(A).
I R C Sec. 172(b)(1)(B).
IRC Sec. 172(g)(3).
IRC Sec. 172(f)(2).
IRC Sec. 170(b).
It may be noted that it is to the taxpayer's advantage to adjust medical expense, as adjusted gross income would naturally decrease in the carry-back year.
6
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(10)
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which were allowable deductions or exclusions but which were considered as economic gain to the taxpayer.
Both tax-exempt interest and the excess of percentage or discovery value depletion over cost depletion were so considered and
were used to reduce the net operating loss. In the case of corporate
taxpayers the dividends received credit was in effect eliminated. In
the case of individual taxpayers the unrecognized portion of long-term
capital gains (50%) was applied to reduce the net operatingloss.
justments were required in connection with that year's income so
that the net result for many taxpayers was the virtual elimination of
the benefits of averaging. This, of course, did not affect most ordinary
manufacturing or merchandising companies, but it had a serious effect
on taxpayers receiving substantial amounts of tax-exempt interest and
percentage depletion.
(11)

(12)

(13)

(14)

The new Code pretty well eliminates these adjustments. No adjustment is required for tax-exempt interest or for the excess of percentage depletion over cost depletion, and for corporate taxpayers
the dividends received credit adjustment likewise was eliminated.
Thus for corporate taxpayers the net operating loss of a year subject
to the 1954 Code will be substantially identical to the net loss shown on
the return for the year filed.
In the case of individual taxpayers the tax-exempt interest and
percentage depletion adjustments also have been eliminated. The law
retains the capital gain adjustment and also eliminates the allowable capital loss
as a source of net operating loss. It continues the
former practice with reference to allocation of non-business income
and non-business deductions so that the net operating loss available to
an individual taxpayer is still limited to his business loss.
An inequity of the 1939 Code based upon its terms applicable to individual
taxpayers is corrected in the new provision which permits a carry-back
to be based upon losses from sales of farms, business, etc.
This
(15)

(16)

(17)

(18)

(19)

(20)
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1939 IRC Sec. 122(d)(2).
1939 IRC Sec. 122(d)(4).
1939 IRC Sec. 122(d)(1).
1939 IRC Sec. 122(c).
These adjustments were not included in the new Code.
IRC Secs. 172(d)(6) and 246(b)(2).
IRC Sec. 172(d)(2)(B).
IRC Sec. 172(d)(2)(A).
IRC Sec. 172(d)(4).
IRC Sec. 172(d)(4)(A).
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(21)

latter provision in effect overrules court decisions under the 1939
Code which determined that such losses were not a part of the taxpayer's
business and hence could not be used as a part of the carry-over.
In view of the major difference in the computation of the net operating loss which is used as a carry-back the question arises as to the
law applicable to a loss carry-back from 1954 or 1955 to years subject
to the 1939 Code. The rule established by the Code is that the law applicable to the year to which the carry-back is carried is applicable in
the determination of the allowable net operating loss deduction in that
year
although the amount of the carry-back will be computed under
the new law. Again carry-backs to pre-1954 years will require adjustments of items dependent upon income percentage limitations. In some
cases this rule will reduce the value of a net operating loss computed
under the 1954 Code when carried back to earlier years.
The foregoing summary which contrasts the old and new rules applicable to net operating losses shows how far the Congress has gone in
extending the averaging principle. The wide disparity between taxpayers
with steady and fluctuating incomes in, for example, the oil business
has been reduced greatly by the new rules although it has not been
eliminated completely. Complete equality would be almost impossible
to achieve under our annual system of tax determination. While theoretically desirable, as a practical matter it seems that the new Code
has done about all that is feasible in the area.
(22)

CARRY-OVERS BETWEEN SUCCESSOR CORPORATIONS
In addition to removing inequities in the general field of operating
losses the 1954 Code contains specific and definite provisions relating
to the use of net operating losses of a transferor corporation by a successor in reorganization.
Section 381 of the new Code provides for
the acquisition by a successor corporation of various types of items of
a transferor corporation, among which is the net operating loss carryover of the transferor corporation. Under the 1939 Code most court
decisions had held that the net operating loss of a transferor corporation in reorganization would not survive the reorganization (except a
Class B reorganization). The leading case under the 1939 Code, New
(23)

2 1
2 2
2 3

See, e.g., Joseph Sic v. Comm'r., 177 F(2d) 469 (8th Cir. 1949), cert. den. 339 US 913 (1950).
IRC Sec. 172(e).
IRC Secs. 381 and 382.
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(24)

Colonial Ice,
was followed generally and resulted in complete inability of the successor to avail itself of the net operating loss of the
transferor corporation. The principle involved was the separate entities of the transferor and transferee and the requirement that only the
taxpayer sustaining the loss be entitled to its use. There was an apparent conflict with the Stanton Brewery case,
in which a carry-over of
an unused excess profits credit in connection with a statutory merger
was allowed. The result was some uncertainty as to the carry-over
situation in reorganizations, with the preponderant authority to the effect
that the loss would not survive the reorganization.
(25)

Section 381 permits the transfer of a net operating loss carryover to a successor corporation in the following types of transactions:
(1) Complete liquidation of a subsidiary (unless the purchase of
stock basis is applied to assets received in liquidation).
(2) Statutory merger or consolidation.
(3) Acquisition of substantially all assets solely in exchange for
voting stock.
(4) Transfer of assets to a controlled corporation in exchange
for stock, subject, however, to the requirement that the
transferor corporation be liquidated.
(5) Change of identity, etc.
It will be noted that the foregoing include all statutory reorganizations other than the acquisition of stock for stock, the divisive reorganizations, and recapitalizations.
In connection with stock for stock
reorganizations there is no transferor corporation; the acquiring corporation merely acquires over 80% of the stock of the transferor corporation and the transferor corporation retains its corporate identity
and becomes a subsidiary of the acquiring corporation. Under such
circumstances the acquired corporation retains its own net operating
loss and continues to use it.
(26)

In divisive reorganizations the same general principle would apply to a spin-off in which the distributing company, if it had a net operating loss, would retain that loss and apply it against future profits.
2 4

New Colonial Ice Co., Inc. v. Helvering, 292 US 435 (1934).
The Stanton Brewery, Inc. v. Comm., 176 F(2d) 573 (2 Cir., 1949).
Recapitalizations do not involve the acquisition of one corporation's assets by another so
are outside the purview of Section 381. There is no doubt, however, that recapitalized corporations do not lose their carry-overs and carry-backs.
2 5
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Apparently a split-up reorganization would result in the total loss of
net operating loss of the split-up corporation.
(27)

(28)

(29)

The Code
and the Committee Reports
provide rules for the
computation of the net operating loss carried over from a transferor
corporation to an acquiring corporation. If the reorganization is consummated on the last day of the taxable year of the acquiring corporation, then the acquiring corporation would be entitled to use the net operating loss of the transferor corporation in its succeeding taxable year.
If the transaction occurs on any other day, a proration is provided under
which a portion of the net operating loss of the transferor corporation
would be applied against the operating income of the acquiring corporation received subsequent to the date of acquisition.
It should be emphasized that the above discussion involves net
operating loss carry-overs only, and not net operating loss carry-backs.
The acquiring corporation cannot carry back a loss arising after acquisition to a prior taxable year of the transferor corporation.
A
loss arising subsequent to the acquisition may be carried back, however, by the acquiring corporation to its own prior taxable year
and also it may be carried back in reorganizations involving a change
in identity, form, or place of organization.
(30)

(31)

(32)

LIMITATIONS IMPOSED BY SECTION 269
The provision for carry-overs to successor corporations should
be very helpful in planning reorganization transactions and should do
substantial equity to taxpayers engaged in such transactions. There
are, however, safeguards in the statute against abuse and the so-called
trafficking in loss corporations. One of the problems with which the
1939 Code dealt inadequately under old Section 129 was the acquisition
of companies having either large net operating losses or high basis assets with a low market value. Section 129 gave the Commissioner under
27

Divisive reorganizations were intentionally omitted from Sec. 381 (Senate Finance Committee
Report on the Internal Revenue Code of 1954, at p. 276).
IRC Sec. 381(c).
Senate Finance Committee Report on the Internal Revenue Code of 1954, at pp. 276-278.
IRC Sec. 381(b)(3).
A merger, therefore, would be more advantageous than a consolidation as a loss could be
carried back by the dominant corporation in a merger to its own prior taxable years, while a loss
of a consolidated corporation could not be carried back to a prior year of any of the consolidated
corporations.
Reorganizations under subparagraph (F) of IRC Sec. 368(aXl) are not included under IRC
Sec. 381(b).
2 8
2 9
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certain limitations the right to deny deductions or disallow credits
where one of the principal motives of the acquisition was avoidance or
evasion of tax. The new Code continues the principles of Section 129,
and in Section 269 imposes an additional limitation designed to strengthen
the section. The new Code includes a presumption
that the principal purpose of the acquisition is evasion or avoidance of tax if the consideration paid upon an acquisition is substantially disproportionate to
the aggregate of the adjusted basis of the property of the corporation
and the tax benefits not available otherwise than as a result of such acquisition.
Neither the Code nor the Committee Reports provide a definite
standard for the application of this presumption, and it is to be hoped
that Treasury Regulations when and if issued will clarify the provisions.
It seems apparent, however, that the present form of Section 269 imposes a real limitation on acquisitions that have as a principal purpose
the acquisition of a net operating loss carry-over
(33)

(34)

LIMITATIONS IMPOSED BY SECTION 382
Another limitation designed to prevent or reduce the trafficking
in loss corporations is provided by Section 382. This Section is applicable to any corporation with a net operating loss which is acquired
in such a manner that the transferor stockholders have parted with the
major incidents of ownership. There are two main types of acquisitions
covered: first, acquisition of stock by purchase,
and secondly, acquisition by reorganization.
If the stock of a loss corporation is acquired over a two-year
period under conditions whereby one or more of the ten largest stockholders increases his ownership percentage by 50 percentage points or
more,
then the net operating loss of the corporation will not be al(35)

(36)

(37)

3 3

IRC Sec. 269(c).
Cases involving old IRC Sec. 102 prior to a change in the 1938 Act might be helpful in determining the meaning of "prima facie evidence" as used in IRC Sec. 269. Perhaps the only requirement on the taxpayer will be the burden of going forward with the evidence relating to purpose of the acquisition.
3 4

3 5

IRC Sec. 382(a).
IRC Sec. 382(b).
"Percentage points" does not mean "percent". Therefore, if a shareholder who owns 4
percent of the stock increases his holdings to 6 percent, he has had a 50 percent increase but
there has been only a 2 percentage point increase. (Senate Finance Committee Report on the
Internal Revenue Code of 1954, at p. 284.)
3 6

3 7
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(38)

lowed as a carry-over
(It should be noted that in determining the
ten largest stockholders, the family attribution of ownership rules are
applied.) The increase must be due to purchase or stock redemption,
except that redemptions for purposes of payment of death taxes under
Section 303 will not be treated as a redemption for this purpose. The
final requirement for disallowance in this type of situation is that the
corporation has not continued to carry on substantially the same trade
or business during the period. If the stockholdings have increased
more than the required percentage as a result of purchase or stock redemptions and the corporation has not continued to carry on substantially the same trade or business, then the loss carry-over will be disallowed; but if either of the factors enumerated above is not present,
then the carry-over will be allowable.
Extreme difficulty is likely to be encountered in connection with
the question of what constitutes the continuation of substantially the
same trade or business. The Committee Reports indicate that addition
of a new line of business would not necessarily constitute a change
but apparently it would be required that the old business be continued at
the same location and in the same general manner. The question of how
long such a continuation is necessary and the extent to which operations
are conducted is still uncertain and will probably remain so until
Treasury Regulations are issued. It is to be hoped that they will be explicit, but there is a better than even chance that the Regulations writers
will avoid taking a definite stand on these intangible questions.
(39)

The provisions relative to corporate reorganizations as applicable to loss corporations
are much simpler. If the former
tion
a 20% interest in the voting stock of the successor corporation,
then no portion of the net operating loss will be disallowed. Each percentage point less than 20% which is owned by the loss corporation's
shareholders after the reorganization will result in the reduction of the
(40)

(41)

3 8

The loss carry-over will be disallowed for the year of the change and for subsequent years.
It will not be disallowed for years prior to the change. However, Sec. 269 would still act as a
policeman for prior years.
At least this is not one of the conditions specifically referred to in the Committee Reports.
Note that the 20% limitation applies to the acquiring corporation as well as to the transferor
corporation.
Purchase of shares in the successor corporation by shareholders of the loss corporation will
not satisfy this requirement. (Senate Committee Finance Report on the Internal Revenue Code of
1954, at p. 286.)
39

4 0
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share-h

net operating loss by 5% so that if the transferor shareholders own no
stock of the acquiring corporation after reorganization no portion of the
net operating loss would be allowed. Under this provision it is possible
for any percentage of the loss to be disallowed between a very small
percentage and 100%, depending upon the percentage interest owned by
the shareholders of the loss corporation after the reorganization.
Provision
is also made for the acquisition by a subsidiary
through the issuance of its parent company's stock, and in such event
the parent company's stock would be considered as stock of the subsidiary for purposes of the 20% computation.
In all cases covered by Section 382 stock is defined as voting
stock; non-voting preferred or other stock will not be treated as stock
for purposes of this section.
(42)

CONCLUSION
The new Code - now well over a year old - has made many beneficial changes in the net operating loss sections. A successful attempt
has been made to achieve substantial equity to taxpayers and at the same
time to make more difficult transactions which have limited business
purposes and are principally tax savings devices.
The statutory provisions are complicated and in many areas their
scope is uncertain. Perhaps this is one reason for the delay in the issuance of regulations. Needless to say, the work of tax advisors has been
difficult with only the Code and Committee Reports as guides. Perhaps
regulations will clarify many uncertain situations, but even at their best
they will not solve all of the varied problems which will arise. It is
likely to require a number of years of litigation to determine the scope
of such sections as 269 and 382 and by that time the chances are that
new ideas and code provisions will have rendered those decisions obsolete.
IRC Sec. 382(b)(6).
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